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1. 


Introduction and Summary 


The main purposes of this document are twofold: first, to review developments to this 
point in the economic recovery, which began in the first quarter of 1983; and second, 
to set out the current Department of Finance projection for the second year of recov- 
ery and the prospects for the economy over the medium term. The medium-term pro- 
jection provides the economic assumptions on which the projection of the govern- 
ment’s expenditures and revenues is based. 


In the April 19, 1983 budget it was anticipated that the recovery would proceed at a 
moderate pace in 1983. Real growth for the year was projected to be 2.3 per cent and 
the unemployment rate was forecast to remain above 12 per cent throughout the 
year. Inflation prospects, in conjunction with the 6&5 program, were viewed as par- 
ticularly bright, and the April budget forecast a 6.3-per-cent increase in the consumer 
price index (CPI) in 1983. This represented a dramatic decline from the aimost 
11-per-cent rate of increase recorded in 1982. 


The economy did in fact perform better in 1983 than was anticipated in the April 
budget. Both output and employment increased more rapidly than expected. By 
year-end the unemployment rate stood at just a little over 11 per cent, and real 
growth for the year should be close to 3 per cent. This performance means that after 
the first year of the recovery the output losses of the 1981-1982 recession have been 
almost entirely recouped, and more than two-thirds of the employment loss from the 
second quarter of 1981 to the fourth quarter of 1982 has been recovered. 


This improved economic performance was both enhanced and reinforced by the large 
decline in the rate of inflation that was achieved in 1983. Inflation, as measured by 
the rate of change in the CPI, declined to under 5 per cent in the final quarter of last 
year, the lowest level since 1972. These gains on the inflation front contributed to 
further declines in Canadian interest rates in 1983. A particularly positive develop- 
ment for current and prospective homeowners was the decrease in the level of the one- 
year mortgage rate from 12.5 per cent at the end of 1982 to 10.25 per cent by 
December 1983 while the three-year mortgage rate declined from 14.25 per cent to 
11.75 per cent over this period. 


The second year of the recovery is expected to proceed at a fairly strong pace. Real 
growth is forecast to be 4.9 per cent in 1984. Over the medium term, the outlook is 
for steady real growth and the projection underlying this budget anticipates real 
growth to average 3.8 per cent over the 1985 to 1988 period. Employment growth is 
projected to average nearly 3 per cent per year over the medium term and, with a 
projection of labour force growth in the 2-per-cent range, the unemployment rate 1s 
projected to fall steadily from its 1983 year-end level of 11.1 per cent to 7.7 per cent 


by 1988. Associated with this real growth performance is a projection of a stable rate 
of inflation of around 5 per cent in the near-term with further moderation projected 
over the 1986 to 1988 period. While food and certain import prices are expected to 
place upward pressure on the inflation rate over the next few years, an improving 
underlying cost structure will permit recent gains in inflation to be consolidated and 
some further progress in reducing inflation to be made. 


2. Review of Economic Developments 


International Economic Developments 


Further progress in curbing inflation was achieved in 1983 in most of the seven major 
countries of the Organization for Economic Cooperation and Development (OECD). 
This progress had favourable implications for real growth, which showed a modest 
rebound in 1983 led by a robust recovery in the United States, Japan and Canada. 
Nevertheless, despite the significant progress made in reducing inflation, and the 
beginning of the recovery from the 1981-1982 recession, most OECD countries, with 
the particular exceptions of Canada and the United States, were unable to reduce 
their unemployment rates over the course of 1983. Over all, the OECD estimates 
that there were more than 32 million unemployed persons in the OECD area in 
1983, as compared to 30 million unemployed in 1982. 


The year-over-year increase 1n consumer prices in the seven major OECD countries 
fell to 4.4 per cent in November 1983. This was 7.8 percentage points less than the 
peak inflation rate of 12.2 per cent recorded in 1980. During 1983, particularly large 
declines in the rate of inflation were recorded in Canada, the United States and the 
United Kingdom. Real gross national expenditure (GNE) for the seven main ORCD 
countries as a group is estimated to have increased 2.4 per cent in 1983, following a 
decline of 0.3 per cent in 1982. Within the OECD economy, however, there has been 
a considerable range of performance, with Canada, the United States and Japan 
expected to register the strongest 1983 growth rates among the seven countries. For 
the seven main OECD countries, the cumulative increase in real GNE over the four- 
year period from 1980 to 1983 is likely to be near 5 per cent, significantly less than 
the 17.8-per-cent increase recorded over the preceding four-year period. Reflecting 
the slower growth since 1980, the average unemployment rate in the seven countries 
is estimated to have reached 8.5 per cent in 1983. 


Economic activity in the United States rebounded sharply during 1983, with current 
estimates indicating an increase of 6.1 per cent in real GNE in the four-quarter 
period ending with the final quarter of last year. The recovery has been fairly broad- 
based, with strong growth in expenditures for housing, supported by increased invest- 
ment and consumption expenditures. The strength of the economic recovery led to an 
increase in employment of 3.5 per cent between the fourth quarter of 1982 and the 
fourth quarter of 1983, and a decline in the unemployment rate from 10.6 per cent to 
8.5 per cent. 


Despite a sharp decline in the inflation rate in the United States in 1983, nominal 
interest rates were moderately higher at the end of 1983 than at the beginning of the 
year. Interest rates increased roughly 100 basis points over the course of the summer 


Table 1 
Recent OECD Economic Indicators 


Average Average 
1981 1982 1983 © 1984”) 1966-1973 1974-1982 
(per cent) 
Growth in real GNE or GDP 
United States 2.6 -1.9 3.3 5.1 3.9 1.9 
Japan 3.8 3.0 3.0 4.0 10.7 4.0 
Germany -0.3 -1.1 1.3 2.0 4.3 ede 
France 0.4 1.9 0.5 0.0 5.4 2.5 
United Kingdom -1.7 2.0 2.5 2.3 2.8 0.6 
Italy 0.1 -0.3 -1.5 2.0 5.4 Dall 
Canada 3.4 —4.4 2.9 4.9 , 99 mel 
Seven major OECD countries 1.9 —0.3 2.4 Bel 5.4 PD, 
Employment growth “) 
United States ii) —0.9 1.3 3.2 2.3 1.8 
Japan 0.8 1.0 2.0 1.0 1.3 0.8 
Germany —0.8 -1.9 —2.0 —0.5 0.0 -0.6 
France —0.7 —0.1 —0.8 -1.0 0.6 0.1 
United Kingdom —3.6 -1.7 —0.8 0.0 —0.1 —0.6 
Italy 0.5 —0.4 —0.3 0.0 —0.2 0.9 
Canada 2.6 -3.3 0.6 3.5 2.9 ol 
Seven major OECD countries 0.5 —0.7 0.6 hed 1.4 1.0 
Unemployment rate ®) 
United States 7.6 9.7 9.6 8.6 4.5 7.3 
Japan Pep 2.4 2.8 2.8 1e2 2.0 
Germany 4.6 6.9 8.5 9.3 0.9 4.0 
France 7.3 8.0 8.3 9.3 2, 5.4 
United Kingdom 9.0 11.0 11.5 11.5 2:2 5.6 
Italy 8.3 9.1 10.0 10.5 ne al 
Canada 7.6 11.0 11.9 10.9 4.8 Gaal 
Seven major OECD countries 6.5 8.1 8.5 8.2 See Dad 
Consumer price inflation ® 
United States 10.3 6.1 3.2 4.8 4.4 9.0 
Japan 4.9 8G, 1.9 1.5 6.2 8.3 
Germany 5.9 5.3 3.0 3.3 3.9 5.0 
France 13.4 11.8 9.5 7.3 5.1 11.4 
United Kingdom 11.9 8.6 4.5 6.0 6.1 14.7 
Italy 19.5 16.6 14.9 12.0 4.5 eZ 
Canada 12.5 10.8 5.8 5.2 4.3 9.8 
Seven major OECD countries 10.0 6.9 4.4 4.8 4.7 9.6 
Growth of productivity ‘ 
United States 1.5 -1.0 2.0 ag) 1.5 0.1 
Japan 3.0 1.9 1.3 2.8 9.3 ah 
Germany 0.4 0.7 3.3 QR) 4.3 a3 
France hal 1.9 ics 1.0 4.8 2.3 
United Kingdom 1.9 3.8 3.3 2.3 3.1 12, 
Italy —0.3 0.0 -1.3 2.0 5.6 1.3 
Canada 0.8 -1.2 2.3 1.3 2.9 0.0 
Seven major OECD countries 1.5 0.3 1.8 Pll 3.9 12 


) GNE numbers are reported for the United States, Japan, Germany and Canada, while gross domestic product (GDP) numbers 


are reported for France, the United Kingdom and Italy. 

Unemployment rates are on the basis of national definitions. 

As mesured by the year-over-year variation in the CPI with the exception of Japan, Germany, France, United Kingdom and 
Italy for 1984 where the consumption deflator is used. 

Averages are calculated by using weights based on the GNE or GDP respective shares in 1981. 

Hstimate. 

‘?) Projected. 

Source: OECD, Economic Outlook, December 1983, Main Economic Indicators, updated in certain cases with more recent informa- 
tion, and National Accounts, vol. II, 1982; Statistics Canada, National Income and Expenditure Accounts, quarterly, cat. 13-001, The 
Labour Force, monthly, cat. 71-001, and Consumer Prices and Price Indexes, quarterly, cat. 62-010; U.S. Department of Commerce, 
Survey of Current Business; and U.S. Department of Labour Monthly Labour Review. 


(2) 
(3) 


(4) 
(e) 


in response to inflation worries associated with rapid money supply growth, large gov- 
ernment deficits, and the unexpected strength of the U.S. recovery in the second and 
third quarters. 


The combination of a low inflation rate, strong economic recovery and relatively high 
interest rates led to substantial capital inflows into the United States and resulted in 
a further appreciation of the U.S. dollar relative to most other currencies. Over the 
12 months ending in December 31, 1983 the U.S. dollar appreciated 12.2 per cent 
against the British pound, 15.2 per cent against the Deutschmark and 1.3 per cent 
against the Canadian dollar. This strength of the U.S. dollar resulted in moderate 
increases in interest rates in most of the OECD countries experiencing a weakening 
of their currency against the U.S. dollar. 


Economic Developments in Canada 


Early in 1983, the Canadian economy emerged from the recession which began in 
the second half of 1981. Real output is estimated to have increased 6.3 per cent from 
the fourth quarter of 1982 to the fourth quarter of 1983, almost recovering the 
6.5-per-cent decline experienced during the recession. The growth in output was 
accompanied by a 3.4-per-cent increase in employment — 357,000 jobs — in the four 
quarters to the end of 1983. The decline in the rate of inflation since the introduction 
of the 6&5 program in June 1982 gained momentum in 1983. By the fourth quarter 
of 1983, consumer price inflation was running below 5 per cent. 


On an annual basis, real GNE is estimated to have increased 2.9 per cent in 1983. 
As indicated in Table 2, all components of demand grew except business non-residen- 
tial investment and net exports of goods and services. The increase 1n residential con- 
struction and the impact on output of a swing from inventory reduction to accumula- 
tion were particularly large. The personal sector also contributed importantly to 
growth as real consumption expenditures rose an estimated 2.9 per cent, in part due 
to a decline in the savings rate from a high of 15.1 per cent in 1982 to an estimated 
12.3 per cent in 1983. 


Because the recovery of output in Canada was relatively stronger than in the overall 
OECD area, the volume of imports is estimated to have increased more than exports 
in 1983. Despite the strength of import growth, the price of total merchandise 
imports fell an estimated 3 per cent in 1983, in part reflecting the appreciation of the 
U.S. and Canadian dollars relative to most other major currencies. This decline in 
import prices, combined with a relatively small estimated decline of 1 per cent in the 
price of total merchandise exports, led to an improvement in the terms of trade. In 
total, the trade surplus for 1983 is likely to be somewhat lower than the average for 
1982, resulting in a position of approximate balance in the net trade in goods and 
services. On balance, however, the over all current account should achieve a moderate 
surplus in 1983 with net transfers continuing to move in Canada’s favour. 


Table 2 
The Pattern of Recovery in Canada: Growth of Demand, Labour Market 
Conditions and the Structure of Costs and Income, 1981-1983 


1983 
1981 1982 1983 1Q 2Q 3Q 
(annual percentage change) (year-over-year 


percentage change) 


Demand (1971 dollars) 


Consumer expenditure 1.9 —2.1 2.9 ile 2.5 3.8 
Government expenditure 0.8 0.9 0.9 0.5 « 0.0 0.7 
Residential construction 5.1 —23.1 24.7 3.8 42.0 NO) of 
Business non-residential 
investment 7.6 -11.2 —8.7 --16.7 -11.9 —2.4 
Final domestic demand Mth —3.9 1.4 -1.9 1.0 335 
Inventory change (billions of 
dollars) 0.6 —3.2 -0.3 —1.6 —2.0 1.0 

Total exports 2.8 —1.6 9.2 0.7 DM 2.6 
Total imports 3.8 -11.3 8.4 —1.0 3.7 10.6 
GNE 3.4 —4.4 2.9 —1.4 1.9 4.8 
Labour market indicators 

Employment 2.6 -3.3 0.6 —2.9 —0.4 DY: 

Labour force Dail 0.4 1e5) Heil 1.8 ily 

Unemployment rate (per cent) 7.6 11.0 11,9 12.5 12.4 ez 
Costs 

Consumer price index RO) 10.8 5.8 7.6 5.8 0.3 

Non-COLA wage settlements 13.3 10.0 5.9 6.5 5.9 5.8 
Income (current dollars) 

Gross national product 14.3 5.2 9.2 6.2 8.8 10.5 

Labour income 15.4 7.4 6.1 2.8 5.0 7.6 

Corporate profits —11.4 —36.1 53.6 32:2 Dow 73.8 

Investment income of persons Bed 16.6 -6.3 —5.1 —7.4 -8.9 

Personal disposable income 16.6 9.8 4.4 3.6 2.9 6.4 

Savings rate (per cent) 13.8 iy] 12:3 12.4 11.0 14.2 
) Estimate. 


Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-001, The Labour Force, cat. 71-001, and 
The Consumer Prices and Price Indezes, cat. 62-010; and Labour Canada, Labour Data. 


By the end of 1982 the unemployment rate had reached a post-war record high of 
12.8 per cent. Over the four quarters of 1983 employment increased 3.4 per cent. 
This improvement in employment prospects induced a substantial increase in the 
number of people entering the labour force, with the result that the unemployment 
rate remained slightly above 11 per cent at the end of 1983. 


One of the most favourable economic developments in 1983 was the very large drop 
in the rates of increase of prices and wages. The rate of increase in consumer prices 
fell from 10.8 per cent for 1982 to 5.8 per cent for 1983. The rates of increase in 
prices of both goods and services showed large declines. Food and energy prices also 
contributed significantly to the improved inflation performance last year. Food prices 
increased by 3.7 per cent in 1983, significantly less than the increases of 7.2 per cent 
in 1982 and 11.4 per cent in 1981. Energy price increases, which averaged 19.8 per 


cent in 1982, also slowed significantly to about half this rate in 1983. On the cost 
side, the increase in unit labour costs — the difference between average wage and pro- 
ductivity increases — was about 3 per cent in 1983, considerably less than the 12.4 
per cent increase recorded in 1982. This moderation in unit labour costs occurred as 
increases in wage rates slowed and productivity recorded a substantial estimated 
gain of 2.3 per cent, after falling 1.2 per cent in 1982. Negotiated wage settlements 
without cost-of-living adjustments fell from an average of 10 per cent in 1982 to about 
6 per cent in 1983. 


In the early months of 1983, the Canadian dollar gradually strengthened in foreign 
exchange markets, continuing the trend established in the fall of 1982. It then 
remained relatively stable through mid-November, generally trading within a narrow 
band around U.S. $0.81, in spite of the fact that Canadian short-term interest rates 
were below those of the U.S. during most of this period. The comparative strength of 
the Canadian dollar during this period can be attributed to a number of factors, 
including a significantly improved inflation performance and outlook, as well as a 
relatively strong current account position. Towards year-end, the U.S. dollar surged 
upward on world currency markets and the Canadian dollar weakened against the 
U.S. dollar somewhat in November and in December along with most other OECD 
currencies. On balance, the Canadian dollar strengthened against the currencies of 
Canada’s non-U.S. major trading partners, rising about 7 per cent from the end of 
1982 to the end of 1983 on a trade-weighted basis. 


While short-term Canadian interest rates were stable in the spring and summer of 
1983, certain U.S. interest rates rose significantly. The U.S. 90-day commercial 
paper rate, a key financial market barometer which was 8.48 per cent at the end of 
February 1983, increased throughout this period and stood at 9.82 per cent by the 
end of August 19838, an increase of 134 basis points. Yields on long-term U.S. bonds 
also increased, placing upward pressure on Canadian long-term bond yields. How- 
ever, Canadian interest rates for the most part did not follow these U.S. interest rate 
movements, and the uncovered interest rate differentials between short-term and 
medium-term Canadian and U.S. interest rates turned negative throughout the sum- 
mer of 1983. Between August and the end of 1983, Canada-U.S. interest rate spreads 
fluctuated in a narrow range, although there was a small increase in rates near year- 
end. The strength of the Canadian dollar and the continuing success on the inflation 
front allowed Canada more latitude than most other OECD countries in responding 
to international interest rate pressures in 1983. 


One of the major problems facing the business sector in 1982 and early 1983 was the 
poor state of its financial health. This sector had accumulated a large debt burden 
through capital expansion and take-overs of other corporations prior to 1982, and the 
tendency to rapidly growing debt was exacerbated by the decline in retained earn- 
ings with the onset of the recession. As the data in Table 3 indicate, the rising corpo- 
rate debt-to-equity ratio reached a peak in mid-1982. This increased debt burden, in 
combination with high and volatile rates of interest, severely depressed the interest 
coverage ratios of non-financial corporations where interest coverage is measured as 
the ratio of total interest payments to corporate income before taxes and interest 
payments. The aggregate interest coverage ratio for this sector fell to a record low of 
2.1 in the first half of 1982. 


Table 3 


Financial Position of Canadian Non-Financial Corporations” 


Debt/ Interest Prime rate 
equity coverage ————————————__ Profit 
ratio” ratios® Nominal Real growth” 
(Y ear-over- 
year rates 
of change) 
1977 61 4.9 8.5 0.6 4.7 
1978 61 4.4 Oe e109 228 
1979 .60 5.9 12.9 Ost O22 
1980 61 5.0 14.3 4.1 9.6 
1981 ; (18) Seo 19.3 6.8 —11.4 
1982 — first half .80 Dy 17.0 6.0 — 43.3 
— second half .80 oat 14.6 5.4 — 26.9 
1983 — first half 76 2.8 113 7.0 43.3 


“ Non-financial corporations with assets of $10 million and more. 

») Debt includes all interest-bearing debt and deferred taxes are treated as equity in these calculations. 

Ratio of corporate income before interest payments and taxes to interest payments. 

*) Nominal rate adjusted by the year-over-year change in the CPI. 

5) Profits are calculated on a National Income Accounts basis. 

Source: Statistics Canada, Industrial Corporations Financial Statistics, cat. 61-003; Bank of Canada, Review; and the 
Department of Finance. 


a 


3) 


The lower levels and the relative stability of interest rates in 1983 after several years 
of substantial volatility were positive developments for the financial position of the 
corporate sector. In combination with healthy profit growth in 1983 — an estimated 
increase of 54 per cent over the depressed levels of 1982 — and a buoyant Canadian 
equities market, the debt servicing situation of the non-financial corporate sector 
improved significantly in 1983. The introduction of the Indexed Security Investment 
Plan and the Special Recovery Share-Purchase Tax Credit in the April 19, 1983 
budget further facilitated the raising of equity capital to finance investment and to 
strengthen balance sheets in the latter part of 1983 as these programs became 
operational. 


3. Major Economic Assumptions 


Economic forecasts are highly sensitive to the economic assumptions which underlie 
them. For an open economy such as Canada’s, the outlook for economic growth and 
financial markets in the United States and elsewhere is particularly important in 
determining the medium-term prospects for the Canadian economy. Similarly, 
assumptions with respect to international oil prices, the growth of the labour force 
and the outlook for productivity increases all will affect in a variety of ways any pro- 
jection of the Canadian economy. The purpose of this section is to review some of the 
major economic assumptions that underlie the projection presented in this budget. 


External Economic Conditions 


The fight against inflation has been the main policy priority of most OECD countries 
over the last several years. Implicit in the specific external assumptions which follow 
is the underlying policy assumption that monetary and fiscal policies in the main 
OECD countries will be directed towards achieving a recovery in real growth, without 
an acceleration of inflation over the medium term. This will require a gradual reduc- 
tion in the level of real rates of interest and a continual decline in the ratio of govern- 
ment deficits to GNE throughout the main OECD countries. These policies should 
permit a consolidation of the significant gains that have been made in reducing infla- 
tion in the last two years, as well as facilitate the recovery in real growth that is 
required to reduce unacceptably high unemployment rates and to raise capacity utili- 
zation rates. Table 4 presents the main external assumptions contained in the budget 
projection. 


Given that the United States is Canada’s major trading partner, the outlook for the 
U'S. economy is the single most important element of the external assumptions that 
bear on the Canadian medium-term projection. The United States, moreover, has 
been a principal engine of growth in the OECD economies over the last year. The 
U.S. recovery, which began early in 19838, is expected to continue into 1984, although 
at a more moderate rate of expansion, as is typical of the second year of a recovery. 
Real GNE growth is projected to slow from 6.1 per cent on a fourth-quarter over 
fourth-quarter basis in 1983, to 3.8 per cent on the same basis in 1984. Despite this 
slowing in the pace of recovery, real output for 1984 as a whole is expected to be 
about 5 per cent higher than in 1983. 


Inflationary pressures eased substantially in the United States in 1983. Although no 
major resurgence in inflation is foreseen in 1984, some slight increase is likely, reflect- 
ing a levelling off or a reversal in recent favourable factors, such as lower food and 
energy inflation and the strengthening U.S. dollar. 


Table 4 


Main External Assumptions 
1982 1983 1984 1985 1986 1987 1988 


(per cent change) 


United States 


GNE value 4.0 7.7 9.8 8.1 7.4 7.6 7.6 

price 6.0 4.2 4.5 4.5 4.2 4.0 4.1 

volume — 120 375 5.4 3.5 3.1 3.4 3.4 

Consumer price index Gulp Woo 2 4.8 46, 4.3 4.2 4.2 

Unemployment rate (level) 96 9.6 8.6 8.4 8.3 7.8 (pe 
OECD (Europe and Japan) 

Industrial production Oe eezet 4.4 20 3:0 3.0 4.3 


Source: OECD, Economic Outlook; and the Department of Finance. 


In the 1985 to 1988 period, real GNE is projected to grow at an average annual rate 
of 3.4 per cent, 0.6 percentage points above estimated potential growth for the 
United States economy of 2.8 per cent per year. This should bring about a gradual 
restoration of more normal levels of resource utilization by the end of 1988. Inflation, 
as measured by the CPI, is projected to decline gradually from 4.8 per cent in 1984 
to 4.2 per cent in 1988, reflecting continuing slack in labour markets, below-normal 
capacity utilization rates and the assumption of no major increases in food and 
energy prices. 


Economic activity in the non-U.S. OECD economies increased moderately in 1983 
and is expected to strengthen further during the second year of the recovery. Indus- 
trial production in Europe and Japan is projected to increase 4.4 per cent in 1984. 
Nevertheless, the aggregate unemployment rate for these countries is likely to rise in 
1984, as strong cyclical gains in productivity dampen employment prospects in the 
near term. From 1985 to 1988 average annual growth in industrial production in 
Europe and Japan is expected to be 3.5 per cent. Inflation has come down sharply in 
nearly all OECD countries but considerable variation remains in terms of the current 
levels of inflation. In 1984, recent inflation gains are expected to be consolidated, 
with further declines anticipated in the high-inflation OECD countries. The main 
thrust of policy in most OECD countries in 1984 and beyond is expected to be that of 
establishing conditions favourable to sustained growth without an acceleration of 
inflation. 


International Oil Prices 


10 


In light of the current weakness in international oil markets, the average import price 
of oil in U.S. dollars is assumed to remain constant through to the end of 1984. In 
1985, as world oil demand strengthens in response to projected worldwide economic 
recovery, international oil prices are assumed to increase at a rate matching the U.S. 


wholesale price index. After 1985, prices are assumed to increase in accordance with 
the proposed long-term pricing strategy of the Organization of Petroleum Exporting 
Countries. This proposal can be characterized as oil price increases 2 percentage 
points above the rate of inflation. 


Productivity 


Between 1974 and 1982 productivity in Canada, measured as real output per 
employed person, recorded virtually no increase. This experience followed average 
productivity growth of 2.5 per cent per year during the 1966-1973 period. The 
Canadian experience does not differ greatly from that observed in other major OECD 
countries. Table 1 provides a comparison of growth in real output, employment and 
productivity, for Canada and the six other major OECD countries. After growing at a 
3.9-per-cent rate in the 1966-1973 period, productivity growth on average in these 
seven countries dropped to the 1.2-per-cent range in the post-1973 period. No country 
avoided a decline in productivity growth and some, most notably Italy and Japan, 
suffered much greater reductions than the average. 


Over the 1966 to 1982 period, however, Canada has accommodated greaier employ- 
ment growth than any of the other major industrialized OECD countries. In fact only 
the United States, with employment growth of 2.3 per cent in the 1966-1973 period, 
and 1.8 per cent in the 1974-1982 period, showed rates of employment growth close 
to the growth rates achieved in Canada of 2.9 per cent and 2.1 per cent for the same 
periods. This is a clear indication that in terms of job creation Canada has been more 
successful than any of the other major OECD countries. 


The reasons for the sharp drop in productivity after 1973 are not well understood but 
a number of factors, some unique to Canada and others that are common to the 
OECD area generally, have been identified as partial explanations. The fact that the 
drop in productivity growth has been associated with a similar decline in the average 
annual growth rate of real output has led many experts to conclude that a high rate 
of productivity growth is related to periods of strong demand pressures in the 
economy. The relative decline in demand during the 1970s may have produced a sit- 
uation in which productivity growth was not encouraged by either high levels of 
research and development effort or by induced changes in the relative prices of key 
factors of production. This argument 1s usually applied to all the main OECD 
countries. 


Explanations unique to Canada include a significant decline in output per worker in 
a specific sector — oil and gas related industries — which affected aggregate measures 
of productivity adversely. The decline in the oil and gas sector occurred for two main 
reasons. First, output growth in this sector moderated substantially after 1973 due to 
a reduction in Canadian energy exports and, second, exploration and development 
have increased greatly in areas which have large potential payoffs but have not 
immediately provided large-scale sources of added production — the Arctic lands, off- 
shore and synthetic fuels — and hence have detracted from measured aggregate pro- 
ductivity growth. 


ital 


A second factor in the post-1973 decline in Canadian productivity growth is an 
apparent movement away from historical trends in the rate of growth of capital per 
employee in a number of important sectors of the Canadian economy, particularly in 
mining, electric power, gas distribution, transportation, storage and communication. 
The reasons for this apparent decline are as yet unclear. 


A number of other factors have also been proposed as contributing to the decline in 
Canadian productivity growth. These include changes in the composition of the 
labour force towards a greater proportion of inexperienced workers, an increase in the 
share of the service sector in total output, declines in average hours worked per 
worker and increased government regulation of industry. Nevertheless, no empirical 
evidence has been found that any of these has contributed significantly to the post- 
1973 decline in the rate of productivity growth. 


The nature of the medium-term projection suggests that the decline in productivity 
growth rates experienced in the 1970s will likely be at least partially reversed in the 
1980s. Real output growth, while not as strong as experienced in the 1960s, is 
expected to rebound to above potential levels over the next five years. Moreover, 
investment growth, which plays a major role in sustaining demand growth over the 
medium term in the projection, should also contribute to improved productivity as 
older plant and equipment is either modernized or replaced. Finally, although condi- 
tions in foreign oil-producing areas continue to be unsettled, the prospects are 
brighter that productivity will be enhanced in the Canadian energy sector as new 
sources of supply are brought on stream. 


Over the projection period trend productivity 1s assumed to increase by roughly 1 per 
cent per year. In the short term, however, actual productivity growth may be higher 
than this, as output increases rapidly from its depressed level at the end of the 1981- 
1982 recession. This was the case during 19838, the first year of the recovery, as out- 
put per employed person is estimated to have increased 2.3 per cent. 


Labour Force Growth 
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With the economic recovery underway, the labour force participation rate is projected 
to gradually increase over the forecast period. Continued strong increases in the par- 
ticipation rate of adult women combined with recovery of the participation rates of 
young men and women lead the upward trend in the overall participation rate. The 
rebound in the participation rate of young men and women 1s strongly influenced by 
the recovery as those who had left the labour force because of poor job prospects re- 
enter in the more favourable environment. Over all, there is a relatively strong cycli- 
cal response of participation rates to increased economic growth and employment 
prospects. Growth in the working-age population is expected to gradually slow to a 
rate of about 1 per cent by 1988. 


Taken together, the projections for the working-age population growth and the rising 
participation rate through the medium term imply an annual average growth rate of 
1.9 per cent in the labour force over the 1984-1988 period. While this is a fairly 
strong growth rate, it represents a significant slowing from the average annual 
increase of 3.2 per cent in the 1970s. 


Changes in the labour force result from changes in the size and age distribution of 
the population and changes in labour force participation rates. In the 1970s, about 
two-thirds of the average annual increase in the labour force was due to the growth in 
the population of labour force age, while the remaining one-third was attributable to 
higher participation rates. The rapid increase in the size of the working-age popula- 
tion was due to the post-war “‘baby-boom”’ generation reaching working age. 


Table 5 
Age-Group Population Shares: 1970, 1980 and 1990 


Age group 1970 1980 1990 
(per cent) 

0-14 30.3 23.0 Dilees 
15 - 24 18.3 19.4 14.5 
25 - 44 25.0 29.0 33.6 
45 - 64 18.5 19.1 19.5 
65 + 8.0 9.5 Hitt 


Source: Statistics Canada, Interim Population Projection Update, 1981-2006, Ottawa, September 1983; and the 
Department of Finance. 


Table 5 presents population shares in 1970, 1980 and projections for 1990 for various 
age groups. Since the labour force for the remainder of the 1980s has already been 
born, the impact of changing population shares, net of immigration, can be traced 
with relative accuracy. The principal influence observed is that the share of the youth 
group, 15-24 years of age, in the population shrinks by 5 percentage points over the 
decade of the 1980s. At the same time, the share of the 25-44 group rises an equal 
amount in total. This movement is of considerable significance for the level of work 
experience of the labour force, but should have little impact on the rate of change in 
the participation rate. 


Table 6 
Participation Rate Trends and Projections by Age and Sex Group 


1966 1970 1975 1980 1985 1988 


(per cent) 
Men — 15 - 24 64.1 62.5 68.9 72.0 722 72.8 
25+ 84.9 83.3 81.9 80.5 78.2 ios 
Women — 15 - 24 48.4 49.5 56.8 62.6 65.4 69.5 
25+ 31.2 34.5 40.0 46.2 51.0 04.4 
Total 57.3 57.8 61.1 64.0 65.2 66.6 


Source: Statistics Canada, The Labour Force, cat. 71-001; and the Department of Finance. 
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More important, but much less certain, will be the impact of changing trends in 
labour force participation within population age and sex groups. The various pre- 
1980 trends and influences have been discussed at considerable length.” The basic 
assumption made for this projection is that, after discounting the continuing cyclical 
influences, the factors which influenced participation rate changes in the recent past 
will continue to have about the same degree and direction of influence over the pro- 
jection period, particularly for the prime-age groups. This means that the tendency of 
women either to delay child bearing or to combine child rearing with labour force 
participation will continue, thereby implying continued trend increases in the partici- 
pation rate for women 25 and over. Further, it also implies a continued downward 
trend in the participation of men 25 and over, as an increasing.share of this group 
opts for early retirement or a return to full-time attendance at an educational institu- 
tion. The projection of participation rates for the youth group in the 1980s is more 
uncertain than for the prime-age groups since over the past 25 to 30 years this group 
has alternatively tended to seek either on-the-job training, implying increased labour 
force participation, or further academic training, implying decreasing rates of partici- 
pation. For the current projection, it has been assumed that the trends observed after 
1966 will roughly continue, so that participation by young men and women will con- 
tinue to increase at relatively rapid rates over the projection period. Historical and 
projected participation rates by age and sex group are presented in Table 6. Table 7 
provides a summary of the projections for the key labour supply variables. 


Table 7 
Labour Force Projection, 1983-1988 


Working-age Labour Participation 

population force rate 
(annual rates of growth) (level) 

1983 1.3 1.5 64.2 
1984 1.2 2.3 64.9 
1985 12 a7 65.2 
1986 192 1.8 65.6 
1987 1.0 2.0 66.2 
1988 1.0 ies 66.6 


Source: Department of Finance. 


(1) Participation Rate and Labour Force Growth, Department of Finance Discussion Paper, 
April 1980. 


4, Economic Projection, 1983-1988 


Overview 


The Canadian economy is entering its second year of recovery following the most 
severe economic downturn in the postwar period. Real growth proceeded at a strong 
pace over the course of 1983, although neither the strength of the upturn nor the 
composition of demand were highly unusual for the early stages of a recovery. How- 
ever, the legacy of the 1982 recession is that labour and physical capital resources are 
still substantially under-utilized, and some fundamental economic changes will have 
to occur if the recovery is to be sustained and broadened over the medium term. 


Over the past year substantial progress was made in rebuilding the financial strength 
of the corporate sector. Substantial reductions in the rate of increase of unit labour 
costs, lower interest costs, and rising profit margins led to steady growth in corporate 
profits. However, corporate profits as a share of net national income are still well 
below their historical average. Further progress in reducing interest rates and the 
growth of costs is essential if the business sector is to restore its financial strength and 
become a sustaining force in the recovery. In broad terms, the current medium-term 
projection embodies these changes. 


A crucial aspect of the medium-term projection is the underlying view of moderate 
sustained declines in interest rates, both internationally and domestically, over the 
1984-1988 period until more normal levels of real rates of interest are restored in 
capital markets. This view of interest rates requires a turnaround in the recent pat- 
tern of rising federal government deficits in the United States and elsewhere, as well 
as a consolidation of the recent gains in inflation achieved throughout the main 
OECD countries. Without a gradual return of real interest rates to more historic rela- 
tionships, there is a risk that the medium-term real growth outlook for Canada and 
elsewhere will be weaker than projected. If nominal and real rates of interest were to 
rise significantly from current levels, the recovery itself could be at risk over the 
medium term. 


Real GNE grows significantly above potential through the projection period, with 
business non-residential investment serving as the primary engine of growth after 
1984. Through the medium term, lower real rates of interest, improved corporate 
cash flow and steadily rising capacity utilization all contribute to this robust invest- 
ment outlook. In addition, the need to replace and modernize the capital stock aids 
machinery and equipment investment in 1984 and 1985, while the assumption of 
substantial flows of energy investment during the latter part of the projection period 
explains, in large part, the acceleration in non-residential construction. The strong 
expansion in residential investment evident over the mid-years of the projection is 
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Table 8 
Economic Projection: Main Economic Indicators, 1983-1988 


Average 
1985- 
1983 1984 1985 1986 1987 1988 1988 


(per cent change) 


Expenditures (volumes) 


GNE 2.9 4.9 3.0 3.9 4.0 3.7 3.8 
Consumer expenditure 2.9 ae 3.2 2.9 3.5 3.6 3.3 
Residential investment 24.7 ~-1.3 12.8 Gye) 2.3 —2.4 4.5 
Business non-residential investment —-8.7 2.2 5.6 7.4 6.6 5.7 6.3 
Machinery and equipment —5.2 6.9 8.4 5.7 6.6 5.4 6.5 
Non-residential construction -12.1 —2.7 2.4 9.5 6.7 6.0 6.1 
Government expenditure 0.9 5.8 2.1 2.6 3.2 2.6 2.6 
Exports Dan, O33 Dee 5.6 6.0 4.0 iste: 
Imports : 8.4 8.6 5.6 4.3 5.1 3.8 4.7 
Inventory change (billions of dollars) -0.3 Ted, 1.6 1.6 1.6 2.0 1.7 
Prices and Costs 
Consumer price index 5.8 9.2 5.3 4.8 4.5 4.6 4.8 
GNE deflator 6.2 5.2 5.7 5.1 4.2 4.9 5.0 
Average compensation per paid employee 5.7 5.2 5.4 5.0 5.1 5.5 5.2 
Labour Market 
Labour force 1.5 2.3 ott 1.8 2.0 Led, 1.8 
Employment 0.6 3.5 2.5 2.6 2.8 PAT Patt 
Productivity 2.3 1.3 0.9 1.2 1.2 1.0 a 
Unemployment rate (level) 11.9 10.9 10.1 9.4 8.6 Tot 9.0 
Incomes 
Personal income 5.9 9.4 8.0 8.3 8.2 8.4 8.2 
Corporate profits 53.6 29.2 14.2 12.9 9.2 9.5 11.4 


Source: Department of Finance. 


attributable to a rebound in housing starts to more normal levels from the severely 
depressed number of starts achieved during 1982 and the second half of 1983. 


Consumer expenditure also contributes to this strong real growth profile as relatively 
weak real wage growth in the early part of the projection period is more than offset 
by strong gains in employment and a decline in the personal savings rate from cur- 
rent high levels. 


Restraint programs by all levels of government constrain real current and capital 
expenditures by governments on goods and services so that the government sector 
grows considerably less rapidly than aggregate output after 1984. Despite strong 

growth in exports, the trade sector remains relatively neutral with respect to real 

growth over the projection period. 


On the price side, the growth in consumer prices is forecast to remain relatively 
stable in the near-term before declining moderately over the 1986 to 1988 period. 
Increasing price pressures in the early stages of the projection period due to 
anticipated higher food, energy and import prices, and the restoration of profit mar- 
gins by corporations are offset by relatively small increases in unit labour costs which 
result from the improved productivity performance of the economy. Over the medium 


term, moderate growth in import prices and continuing restraint in average pay 
increases provide the basis for projecting modest further declines in inflation and 
increases in real wages as the economy returns to higher levels of capacity utilization. 


The Second Year of Recovery 


Real GNE is estimated to have increased 2.9 per cent in 1983. At first sight, this 
would seem to indicate a healthy but not spectacular recovery from the trough of the 
recession. However, a more accurate measure of the strength of the recovery is the 
growth in real GNE from the fourth quarter of 1982, the trough of the recession, to 
the fourth quarter of 1983. Over this period real output expanded an estimated 6.3 
per cent. The recovery has been led by inventories, accounting for 4.2 percentage 
points of the 6.3-per-cent real GNE growth, and consumption, which accounted for 
another 2.6 percentage points. Export growth has also been strong, but an even 
larger increase in imports has meant that the net real trade balance has on balance 
detracted from growth. 


In 1984 real GNE 1s forecast to grow 4.9 per cent compared with 2.9 per cent in 
1983. Comparing the fourth quarter of 1984 to the fourth quarter of 1983 indicates 
growth of 4.2 per cent. This projected growth is moderately above the average experi- 
ence for the second year of a recovery. What is more important is that the recovery is 
expected to be more broadly based, with all categories of aggregate demand con- 
tributing to growth. Table 9 shows the contributions of the major demand compo- 
nents to growth on a fourth quarter over fourth quarter basis for 1983 and 1984 and 
compares this with recovery periods after previous recessions. 


Consumption is projected to continue to grow at a moderately strong pace through- 
out 1984 and contribute 2.0 percentage points towards the 4.2-per-cent growth in 
real GNE between the end of 1983 and at the end of 1984. A 3-per-cent gain in 
employment over this period generates the increase in personal income necessary to 
finance this continued growth in consumption, with a further boost expected to come 
from a mild decline in the savings rate. Growth in personal income together with a 
stable environment for interest rates provides the setting for a pickup in residential 
investment in 1984, although the rebound in housing starts 1s not expected to be 
complete before 1985. 


Business capital formation is projected to be a source of growth during 1984, with the 
recovery in this sector led by machinery and equipment, although it is expected to 
lag behind overall real growth. Projected business investment during 1984 is typical 
of the second year of a recovery period, with growth of 2.8 per cent on a fourth quar- 
ter over fourth quarter basis which contributes 0.4 percentage points to real GNE 
growth. With continued stability in interest rates and rising capacity utilization, 
business will be encouraged to replace and expand its stock of machinery and equip- 
ment. A strong expansion in non-residential construction 1s not expected to occur 
until later, particularly in view of the outlook for weak investment in electrical utili- 
ties in the short run. While an expansion in investment is normal in the second year 
of a recovery, recent investment intention surveys suggest that the forecast may be 
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Table 9 
Contributions to Real GNE Growth” 
1983 and 1984 Compared to Previous Recoveries 


First year of recovery Second year of recovery 
Average for Average for 
previous 1983:Q4/ previous 1984:Q4/ 


recoveries ‘ 1982:Q4 recoveries 1983:Q4 


(per cent) 
Real gross national expenditure 8.4 6.3 3.9 4.2 
(percentage points) 


Factors contributing to growth 


Consumer expenditure 4.5 2.6 Se, 2.0 
Residential investment 1.0 0.5 0.0 0.5 
Business non-residential 

investment 0.5 —0.3 0.2 0.4 
Government expenditure on 

goods and services 1.3 0.5 0.3 0.8 
Change in inventories 1.6 4.2 —0.8 0.5 
Net exports —1.1 —1.2 0.8 0.0 


“) The contributions from the various aggregate demand components may not add to the growth in real GNE due to 
omission of the residual error of estimate and to rounding. 

®) The data in these columns represent the average contributions to output growth during the first four quarters and 
the second four quarters after the troughs in the recessions in the first quarter of 1961, the fourth quarter of 1970 
and the first quarter of 1975. 

Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-001; and the Department of Finance. 


optimistic in this area. However, investment intentions may quickly change in the 
face of continued recovery in other sectors. As well, the growing improvement 
throughout 1983 in the financial health of the corporate sector should allow firms to 
reassess their capital spending capabilities. Business inventory rebuilding should also 
continue to contribute to real GNE growth but the large correction from the trough 
of the recession has likely occurred already. 


Over the course of this year the government sector, and in particular the federal gov- 
ernment, 1s expected to provide a very substantial boost to the recovery. From the 
fourth quarter of 1983 to the fourth quarter of 1984 federal capital expenditures in 
real terms are expected to increase 26.7 per cent. Over the same period, constant dol- 
lar expenditure on goods and services by all governments increases 3.7 per cent. The 
rapid increases in federal expenditures over this period are due largely to the Special 
Recovery Capital Projects Program introduced in the April 19, 1983 budget. 


A marked slowdown from the very rapid 1983 growth in exports and imports 1s 
expected to occur in 1984. Compared to estimated growth rates of 16.1 per cent for 
real exports and 21.1 per cent for real imports from the fourth quarter of 1982 to the 
fourth quarter of 1983, the respective growth rates are forecast to be 3.6 per cent and 


3.2 per cent over the next four quarters. The net result is that the trade sector pro- 
vides only a minor contribution to overall growth. 


Inflation, as measured by the CPI, is expected to stabilize near 5 per cent in 1984. A 
faster rate of increase in food prices in 1984 contributes to some upward pressure on 
the CPI as food prices are forecast to increase 6.7 per cent in 1984 compared to only 
3.7 per cent in 1983. The higher food price inflation is related to the drought in the 
corn and soya bean producing regions in the United States. The pickup in food prices 
in 1984 will be offset somewhat by more moderate inflation in final energy prices. 
With the CPI excluding food and energy predicted to rise 4.9 per cent in 1984, the 
overall CPI is projected to increase 5.2 per cent. In 1984, forecast wage increases, 
measured in terms of average compensation per paid employee, roughly match the 
increase in the CPI. 


On average over 1984 the unemployment rate is expected to be 10.9 per cent, com- 
pared with an average rate of 11.9 per cent in 1983. This projection is consistent with 
an increase of 3.5 per cent in employment, or 376,000 jobs, over the 1983 average. 
The unemployment rate remains high because the labour force is expected to 
increase 2.3 per cent in 1984 as people enter or re-enter the labour market in 
response to the more favourable prospects for employment. 


The economic recovery from the trough in the fourth quarter of 1982 has been largely 
typical of previous recoveries. The average growth rate of real GNE over the four 
quarters following the troughs of recessions in 1960, 1969 and 1975 was 8.4 per cent, 
compared to growth of 6.3 per cent from the fourth quarter of 1982 to the end of 
1983. The strength of the contribution from the change in inventories was the only 
factor that was somewhat atypical, but not unprecedented. This relates more to the 
abnormal rundown of inventories in 1982, than to a build-up in 1983. Growth from 
the fourth quarter of 1983 to the fourth quarter of 1984 of 4.2 per cent in this forecast 
is consistent with the experience of other recoveries, as is the composition of 

this growth. 


Medium-Term Extension: 1985-1988 


During the last 10 years the Canadian economy was subjected to a variety of 
destabilizing shocks. It is not possible to foresee the nature or effects of any future 
potential shocks, and thus the medium-term extension assumes a stable international 
and domestic economic environment. Key economic variables are projected to exhibit 
relationships similar to those observed prior to the 1981-1982 recession. 


Over the medium term all major components of domestic demand are projected to 
contribute to output growth. Investment is seen as providing the main stimulus to 
growth, as a number of large-scale energy projects begin, and higher capacity utiliza- 
tion rates and lower real rates of interest lead businesses to replace and expand their 
capital stock. Declining unemployment and a more stable inflation environment are 
likely to lead to a decline in the savings rate, thereby providing support to moderate 
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growth in consumption expenditure. Expenditures by the government sector are 
expected to grow in real terms, but less quickly than other components of demand 
and overall real GNE. The trade sector is a slight net detractor from growth in the 
medium term. This results from the projection that real output growth will be higher 
in Canada than in the United States and the importance of investment, which relies 
heavily on imported capital goods, in leading Canadian growth. The net result of 
these profiles of the aggregate demand components is average annual growth in real 
GNE of 3.8 per cent from 1985 to 1988. 


Business non-residential investment, which acted as a drag on the economy during 
the first year of the recovery, and is projected to grow less rapidly than real GNE 
during the second year of the recovery, is expected to serve as the primary engine of 
growth after 1984. For the 1985-1988 period, business non-residential investment 
growth is projected to average 6.3 per cent — a rate significantly above the average 
real GNE growth rate of 3.8 per cent — and this will raise investment’s share of GNE 
by 1988 to about its average level for the 1976-1981 period. 


With no large increases in food or energy prices projected over the medium term and 
continuing moderate labour cost increases, inflation 1s projected to fall below 5 per 
cent on a continuing basis after 1985. The average annual increase in the CPI from 
1985 to 1988 is 4.8 per cent. With a gradual return to more normal demand-supply 
labour market balances and corporate profit positions, wage gains are projected to be 
above the inflation rate over the medium term as labour receives a growing share of 
projected productivity gains. 


The unemployment rate is projected to decline steadily over the projection period so 
that by 1988 the rate is down to 7.7 per cent, which is only slightly above the aver- 
age from 1979 to 1981. The projected increase in employment is worth noting. From 
the trough of the recession 1n the fourth quarter of 1982 to 1988, employment is pro- 
jected to expand by 1.8 million jobs. Over this period the economy accommodates an 
additional 1.1 million labour force members. 


Composition of Aggregate Demand 
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The distribution of aggregate demand for the 1983-1988 period, along with average 
shares for two historical periods, are presented in Table 10. As the table shows, the 
recession has caused the various components of final demand to depart significantly 
from their historical shares of GNE. Residential construction, business non-residen- 
tial investment and inventory change all fell as a share of GNE while the net trade 
position, and to a lesser extent consumption, experienced strong gains in output 
shares. For a sustained recovery with stable inflation, it is important that investment 
be a leading edge of economic growth over the medium term. 


Business non-residential investment as a share of GNE is expected to decline in 1984 
from the already low levels recorded in 1983. However, as the recovery proceeds and 
corporate balance sheets are rebuilt, a strong pick up in business capital formation is 
projected. This rebound will likely be observed first in machinery and equipment, as 
business update their capital stocks; it will then spread to non-residential construc- 


tion as capacity utilization rates return to higher levels. A recovery in energy invest- 
ment, particularly in the electricity sector, will give a further boost to investment 
later in the 1980s. With this strong projected recovery, business capital formation 
returns to a 14.9-per-cent share of real GNE by 1988. This is above the average share 
of 14.6 per cent for 1972-1981, and almost back to the 15.1-per-cent average share for 
the 1976-1981 period. 


This business investment outlook is a reflection of a number of factors. First, and 
most important, the strong growth anticipated in final demand should greatly 
increase the current low levels of capacity utilization, creating the primary prerequi- 
site for investment expenditure to occur — the need to expand productive capacity. 
Second, on the financing side, the external cost of funds to corporations is expected to 
decline over the projection period, while internally generated funds of corporations 
should increase significantly. Finally, some special factors also contribute to this 
robust business investment projection. Machinery and equipment investment is 
expected to be aided by the desire to replace or modernize a portion of the country’s 
current capital stock. With respect to non-residential investment in structures, energy 
investment plays a key role. After declining sharply in 1983 and 1984, energy invest- 
ment is projected to grow at an average annual rate of 8.7 per cent during the 
1985-1988 period. This compares to the 8.3-per-cent average annual growth sus- 
tained during the 1975-1982 period. 


Consumer expenditure is projected to increase between 3 and 4 per cent annually 
over the projection period, averaging 3.3 per cent from 1985 to 1988. This is higher 
than the projected growth of real personal disposable income, as consumers finance a 
portion of expenditure in the early stages of the projection period through lower sav- 
ings. The personal savings rate declines steadily from an estimated 12.3 per cent in 


Table 10 
Structure of Aggregate Demand: Historical and Projected 
(Percentage Share of Constant Dollar GNE)” 


Averages 


1962- 1972- 1982- 1985- 
1983 1984 1985 1986 1987 1988 1971 1981 1984 1988 


Consumer expenditure 62.4 61.7 61.6 61.0 60.7 60.6 59.1 61.5 62.2 61.0 
Residential investment Gly el AU A cle eG 5.0 3.9 4.3 
Business non-residential invest- 

ment ISG) alseGy eyes lz alah Zhe) ale! 14.7 14.3 14.4 
Change in inventories ey I aie ae) aia 0.6 —0.5 Hal 


Total government expenditure” 20.4 20.6 20.3 20.1 19.9 19.7 22.8 21.3 206 20.0 
Net exports of goods and 
services —0.7 —1.1 —1.2 —0.9 —0.7 —0.6 —1.0 —3.2 -06 —0.9 


“ Shares do not add to 100, due to exclusion of the residual error of estimate, and rounding. 


) Includes current and capital expenditures on goods and services only. 
Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-201, and the Department of Finance. 
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1983 to about 9 per cent by 1986. A much lower and more stable rate of inflation 
than was observed over the last 10 years, together with sustained reductions in real 
interest rates and restored consumer confidence, underlie this outlook for a lower 
savings rate. 


Table 11 


Personal Income, Expenditures and Savings Rates 


Real personal Real 
disposable consumer Savings rate 
income expenditures 
(per cent change) (per cent) 
1982 —0.8 —2.1 LSet 
1983 —1.6 2.9 12:3 
1984 220 3.7 11.4 
1985 12 3,2 9.6 
1986 232, 2.9 9.5 
1987 3.4 5) 9.0 
1988 3.9 3.6 9.2 
Average 1972-1981 §.2 4.1 10.4 
Average 1982-1984 0.1 15 Oe) 
Average 1985-1988 2 3.3 9.2 


Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-201; and the Department of Finance. 


Residential construction increases slightly as a share of GNE over the projection 
period as housing starts pick up from the depressed levels of 1982 and the second half 
of 1983 in response to lower real and nominal interest rates and sustained real 
income growth. However, projections of slower population growth and household for- 
mation during the 1980s mean that residential construction as a share of GNE does 
not return to the levels recorded in the 1960s and 1970s. 


As a share of real GNE, real government expenditure on goods and services is pro- 
jected to decline steadily from 1984. This is indicative of the restraint programs at all 
levels of government and the strong growth in other components of aggregate 
demand. In 1984 real federal government expenditure on goods and services is 
expected to grow much more quickly than aggregate real output. This reflects 
primarily two factors: the impact of the Special Recovery Capital Projects Program 
and an increase in defence equipment purchases in that year. These defence pur- 
chases are included with current goods and services in the national accounts. 


After deteriorating sharply in the second half of 1983, the real trade balance as a 
share of GNE declines only marginally during the projection period. The service 
account as a share of GNE remains stable over the 1983 to 1988 period while the 
goods balance share declines slightly. Both export and import volumes are projected 
to grow more rapidly than aggregate GNE throughout the projection period. Export 
growth is aided by the projected strength in the U.S. economy, particularly in sectors 
such as housing and automobiles which have high imports from Canada. Exports of 


natural gas are also assumed to increase strongly after 1984. Imports to Canada 
grow rapidly throughout the medium term due to the projected strength in invest- 
ment and consumer durable expenditures, both areas in which Canada imports a 
high portion of its requirements. Moreover, since Canada is expected to grow more 
strongly than the OECD average over the next two years, and in particular is pro- 
jected to grow more strongly than the United States over the medium term, increases 
in import growth relative to export growth are to be expected. 


Structure of Prices and Costs 


Inflation, as measured by the CPI, declined to 5.8 per cent in 1983 after three years 
of double digit rates of price increases. The 1983 decline in consumer price inflation 
was led by the sharp declines in the rates of increase of food and import prices, sub- 
stantial moderation in the rate of energy price increases, and the impetus to price 
and wage moderation on the part of business and labour that was imparted by the 
government’s 6&5 program. The rate of increase in consumer prices is projected to be 
just over 5 per cent in 1984 and 1985, before declining to an average of 4.6 per cent 
‘per year thereafter. The consolidation of the substantial recent gains on the inflation 
front during the second year of the recovery and beyond reflects the beneficial 
aspects of the projected improvement in productivity growth over the medium term as 
well as the continuing downward pressure on price and cost inflation due to continu- 
ing excess capacity in the Canadian economy. 


In 1983, the rate of wage increases moved downward in tandem with the rapid 
decline in consumer price inflation. Wage rate increases, measured by average com- 
pensation per paid employee, fell from 10.6 per cent in 1982 to 5.7 per cent in 1983. 
Over the 1984-1988 period, nominal wage rate increases are anticipated to fluctuate 
between 5 and 5.5 per cent annually. Real wages are projected to rise gradually over 
the medium term to just under a 1-per-cent annual rate of growth in 1988 which is in 
line with projected trend productivity growth in the Canadian economy. 


The rebound in productivity in 1983, combined with the decline in the rate of wage 
increases, resulted in an enormous turnaround in Canadian unit labour costs. Unit 
labour cost increases fell from 12.4 per cent in 1982, a rate which was crucially under- 
mining Canada’s international competitive position, to an estimated 3.1 per cent in 
1983. In 1984, the rate of change of unit labour costs is projected to increase slightly 
to 4.2 per cent, as the rate of improvement in productivity moderates from its 

1983 cyclical peak and as average wage increases decline to just over 5 per cent. Over 
the 1985-1988 period, with projected average wage growth of 5.2 per cent and aver- 
age productivity growth of just over 1 per cent, unit labour costs are expected to 
increase on average about 4.2 per cent. 
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Table 12 
Annual Rates of Change in Wages, Prices and Unit Labour Costs 


Average 


1974- 1985- 
1982 1983 1984 1985 1986 1987 1988 1981 1988 


(per cent) 

Average compensation 

per paid employee” 

(nominal) 10.6 eh Oe 5.4 5.0 5.1 5.5 LOM ~ 9.2 
Unit labour 

costs? 12.4 3h Ae? 4.6 4.0 3.9 4.2 11.0 4.2 
Consumer price index (total) 10.8 Gye} BE? 5.3 4.8 4.5 4.6 9.7 4.8 

CPI (food) ; 7.2 3.7 657 5.8 5.0 4.7 4.7 11.4 9.1 

CPI (energy) 19.8 (eSuAeo 6.8 5.8 6.7 Gey TSS) GAS 

CPI (excluding food and energy) 10.8 Giz 4.9 5.0 4.7 4.1 4.3 8.5 4.5 
Average wages®) 

(real) —0.2 —0.1 0.0 0.1 0.2 0.6 0.9 1.0 0.4 
Productivity“% —1.2 2S Ned 0.9 1.2 a2, 1.0 0.1 We 


) Average compensation per paid employee is defined as wages and salaries divided by total paid employment as 

defined by the Statistics Canada Establishment Survey. 

Unit labour costs are defined as the ratio of total labour costs, including supplementary labour income, to real 

GNE. 

Average wages (real) are defined as average compensation per paid employee minus the rate of change of the CPI. 

4) Productivity is defined as real GNE per employed person. 

5) The rate of change of unit labour costs plus productivity growth will not strictly add to the rate of change of aver- 
age compensation per paid employee because of divergences between paid and unpaid employment, variations in 
supplementary labour income and rounding. 

Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-201, The Labour Force, cat. 81-001; The 

Consumer Price Indez, cat. 62-001; and the Department of Finance. 


2) 


3) 


of Income Shares in the Recovery 


The recent economic recession distorted the typical distribution of income among sec- 
tors. An especially noteworthy result was the large drop in the share of corporation 
profits. From an average share in gross national product of 11.4 per cent from 1972 
to 1981, corporation profits fell to a 5.9-per-cent share in 1982. Over the period 
1984-1988 the shares of the various income components are projected to return 
toward more typical relationhips. Corporation profits rise as a share of GNP to an 
average of 10.5 per cent in the 1985-1988 period. This implies average annual growth 
in the level of profits of 11.5 per cent for 1985-1988. 


The share of labour income rose during the recession to 58.4 per cent in 1982, 

2.1 percentage points above the average share in the 1972-1981 period. This reflects 
the fact that profits were squeezed much more severely than wages during the reces- 
sion. As profits recover, the share of labour income declines to an average of 55.0 per 
cent over the 1985-1988 period. Despite this there is still strong growth in the level of 
labour income, averaging 8.0 per cent per annum from 1983 to 1988. Table 13 
presents data on the growth and shares of the major income components. 


Table 13 
Annual Growth Rates and Shares of Income Components Through the Recovery 


Average 
1972- 1982- 1985- 
1982 1983 1984 1985 1986 1987 1988 1981 1984 1988 
(per cent) 
Annual growth rates 

Labour income ees “op 9.2 8.2 8.1 8.0 8.1 14.2 7.6 8.1 
Personal income 10.0 5.9 9.4 8.0 8.3 8.2 8.4 14.6 8.4 8.2 
Corporation profits —30) 1) 03816) (29.2) 1422 1279 9.2 9.5 15.5 15.6 ilps) 
Gross national product Ot OL IeOES 9.3 9.1 8.3 8.8 13.7 8.2 8.8 

Shares of gross national product 
Labour income 58:4 56.7 560 55:5 (55/0) 5478 54.5 56.3 ial 55.0 
Corporation profits Be) fee eI sy IOS O77 11.4 8.0 10.5 


Source: Department of Finance. 
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